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Pre-Refunded Municipal Bonds: Quality & Income 
 
Finding a high quality fixed income investment with high current income can be an important step toward achieving your 
investment goals. Pre-refunded municipal bonds can provide investors with both of these features in addition to typically 
providing tax-free interest income. 

Pre-refunded municipal bonds are among the highest quality municipal bonds available. The income and principal from pre-
refunded municipal bonds is normally secured by an irrevocable trust of U.S. Treasury securities. Thus, the payments from pre-
refunded municipal bonds are no longer dependent upon the revenue stream or tax collections of the issuing municipality. 
Because of this enhanced security, pre-refunded municipal bonds generally carry a ‘AAA’ rating.  

Since the income earned from municipal bonds is generally federally tax-exempt, and in most cases, state and local tax-exempt 
as well1, an investment in pre-refunded municipal bonds may result in more net disposable income than a comparable 
investment in taxable securities. 
 
Understanding Pre-Refunded Municipal Bonds 
 
Pre-refunded municipal bonds are created when municipalities issue new debt to refinance debt issued when interest rates were 
higher. Once the refinancing is completed the issuer uses the proceeds of the new issue to purchase collateral, such as U.S. 
Treasury securities, and places these securities in an escrow account.  The income from the collateral is then used to pay 
interest and principal on the original debt until the bond is called.  The call date and price is set when the refinancing is 
completed; usually the call date is within 10 years of the refinancing, and the call price is set at a premium, e.g. 101.00, or par 
(100.00). The cash flows (revenues or taxes) that went to the original issue are now diverted to the new issue. 
 
 
Advantages of Pre-Refunded Municipal Bonds 
 
Higher Cash Flows  
As pre-refunded bonds were generally issued when rates were higher they are now priced at a premium to their par value. 
Some investors may be reluctant to purchase premium priced bonds since, at first glance, it doesn’t seem to make sense to buy 
a bond at a premium and only get back par at the refunding date – less than the original investment. However, pre-refunded 
municipal bonds are often offered with higher yields than par bonds of similar quality and maturity. This, combined with the 
higher coupon inherent in pre-refunded bonds, creates a higher cash flow over the life of the bond. 
 
Price Stability 
Higher coupon bonds, such as pre-refunded municipal bonds, also tend to exhibit less price volatility in a rising interest rate 
environment than lower coupon bonds. 
 
 
 
1 Interest on municipal bonds is generally exempt from federal income tax.  However, some bonds may be subject to the alternative minimum tax (AMT). 
Typically, state tax-exemption applies if securities are issued from within one’s state of residence and, local tax-exemption typically applies if securities are 
issued from within one’s city of residence.  
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Common Types of Collateral 
Pre-refunded municipal bonds are collateralized by some of the safest securities available.  The most common types of 
collateral used are: 

• U.S. Treasury Securities 
• State and Local Government Securities (SLGS) 
• U.S. Agency Securities: FNMA, FHLMC, TVA, HUD and FHA 
• Aaa/AAA rated Guaranteed Investment Contracts (GICS) 

 
As pre-refunded bonds are backed by these high quality securities they are considered to be rated ‘AAA.’  At the time of 
refunding the issuer can apply to the credit rating agencies – e.g. Moody’s Investors Service, Standard & Poor’s and Fitch 
Ratings – for a re-rating, at which point a ‘AAA’ rating would normally be assigned.  However, some issuers choose not to 
apply for a re-rating; these pre-refunded bonds keep their initial rating, but carry an implied rating of ‘AAA’ because of the 
quality of the securities collateralizing the issue. 
 
High Quality Doesn’t Always Mean Low Return 
Because of the high credit quality of pre-refunded bonds many investors assume that their return will be low.  However, 
because pre-refunded bonds generate tax-exempt returns, an investor may be able to earn a higher taxable equivalent yield 
(TEY) than they would on a comparable maturity Treasury security.2  Ask your Financial Advisor for the prevailing rates on 
both pre-refunded municipal bonds and Treasury securities as well as a copy of the Taxable Equivalent Yield chart for your 
home state. 
 
Investments Considerations 
 
As with any fixed income security, investors must consider the investment risks associated with pre-refunded municipal bonds: 
 
Interest Rate Risk 
Interest rate risk is the risk that the market value of securities might rise or fall, primarily due to changes in prevailing interest 
rates. Like all fixed income securities, pre-refunded municipal bonds are susceptible to fluctuations in interest rates; if interest 
rates rise, bond prices will fall and, inversely, if interest rates fall, bond prices rise.  However, due to the higher coupon and 
relatively short-term maturity, the duration (sensitivity to interest rates) of a pre-refunded bond is lower than that of a 
comparable quality and maturity bond, hence reducing interest rate risk. 
 
Credit Risk  
Credit risk is the risk that the issuer might be unable to pay interest and/or principal on a timely basis.  However, credit risk is 
eliminated as pre-refunded municipal bonds are backed by a portfolio of high quality U.S. Treasury, Agency or other ‘AAA’ 
rated securities. Pre-refunded municipal bonds are considered second only to U.S Treasuries in terms of credit quality. 
 
Reinvestment Risk 
Reinvestment risk is the risk that proceeds from the current investment, both interest payments and principal, may be 
reinvested in a lower interest rate environment. For example, after interest payments are made, available investments may offer 
lower yields than the current investment. Reinvestment risk is greater on short- to intermediate-term instruments (such as pre-
refunded municipal bonds) and should be considered before investing. 
 

Secondary Market Risk  
While a secondary market exists for pre-refunded municipal bonds, if you sell your pre-refunded municipal bonds prior to 
maturity, the price you receive may be more or less than the original cost, depending on market conditions at the time. 
 

 

Pre-Refunded Municipal Bonds may be suited for conservative investors who are looking for high 
credit quality combined with federally tax-exempt income. 
For more information on Pre-Refunded Municipal Bonds, or any fixed income product or service, 
please contact your Morgan Stanley Smith Barney Financial Advisor.  
 

 

2A taxable equivalent yield is only one of many factors that should be considered when making an investment decision. Morgan Stanley Smith Barney and its 
Financial Advisors do not offer tax advice; investors should consult their tax advisors before making any tax-related investment decisions.  
 

Morgan Stanley Smith Barney does not render advice on tax and tax accounting matters to clients. This material was not 
intended or written to be used, and it cannot be used by any taxpayer, for the purpose of avoiding penalties that may be 
imposed on the taxpayer under U.S. federal tax laws. You should always consult your own legal or tax advisor for information 
concerning your individual situation. 
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Important Information and Qualifications 
This material was prepared by sales, trading or other non-research personnel of Morgan Stanley Smith Barney LLC (together with its affiliates, 
hereinafter “Morgan Stanley Smith Barney”).  This material was not produced by a Morgan Stanley & Co. Incorporated (herein  
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author’s (if any author is noted) and may differ from those of the Morgan Stanley or Citigroup fixed income or equity research departments or 
others in the firms.       
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is not intended to, and should not, form a primary basis for any investment decisions that you may make. Morgan Stanley Smith Barney is not 
acting as a fiduciary under either the Employee Retirement Income Security Act of 1974, as amended (“ERISA”) or under section 4975 of the 
Internal Revenue Code of 1986 as amended (“Code”) in providing this material. 
This material was prepared by or in conjunction with Morgan Stanley Smith Barney trading desks that may deal as principal in or own or act as 
market maker or liquidity provider for the securities/instruments (or related derivatives) mentioned herein and may trade them in ways different 
from those discussed in this material.  The trading desk may have accumulated a position in the subject securities/instruments based on the 
information contained herein.  Trading desk materials are not independent of the proprietary interests of Morgan Stanley Smith Barney, which 
may conflict with your interests. Morgan Stanley Smith Barney may also perform or seek to perform investment banking services for the issuers 
of the securities and instruments mentioned herein. 
The author(s) (if any authors are noted) principally responsible for the preparation of this material receive compensation based upon various 
factors, including quality and accuracy of their work, firm revenues (including trading and capital markets revenues), client feedback and 
competitive factors.  Morgan Stanley Smith Barney is involved in many businesses that may relate to companies, securities or instruments 
mentioned in this material.  These businesses include market making and specialized trading, risk arbitrage and other proprietary trading, fund 
management, investment services and investment banking. 
This material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any 
security/instrument, or to participate in any trading strategy. Any such offer would be made only after a prospective investor had completed its 
own independent investigation of the securities, instruments or transactions, and received all information it required to make its own investment 
decision, including, where applicable, a review of any offering circular or memorandum describing such security or instrument.  That information 
would contain material information not contained herein and to which prospective participants are referred. This material is based on public 
information as of the specified date, and may be stale thereafter.  We have no obligation to tell you when information herein may change.  We 
make no representation or warranty with respect to the accuracy or completeness of this material.  Morgan Stanley Smith Barney has no 
obligation to provide updated information on the securities/instruments mentioned herein.  
Certain securities referred to in this material may not have been registered under the U.S. Securities Act of 1933, as amended, and, if not, may 
not be offered or sold absent an exemption therefrom. Recipients are required to comply with any legal or contractual restrictions on their 
purchase, holding, sale, exercise of rights or performance of obligations under any securities/instruments transaction.   
The securities/instruments discussed in this material may not be suitable for all investors.  The appropriateness of a particular investment or 
strategy will depend on an investor’s individual circumstances and objectives.  This material does not provide individually tailored investment 
advice or offer tax, regulatory, accounting or legal advice.  This material was not intended or written to be used, and it cannot be used by any 
taxpayer, for the purpose of avoiding penalties that may be imposed on the taxpayer under U.S. federal tax laws.  Prior to entering into any 
proposed transaction, recipients should determine, in consultation with their own investment, legal, tax, regulatory and accounting advisors, the 
economic risks and merits, as well as the legal, tax, regulatory and accounting characteristics and consequences, of the transaction.  The value 
of and income from investments may vary because of changes in interest rates, foreign exchange rates, default rates, prepayment rates, 
securities/instruments prices, market indexes, operational or financial conditions of companies and other issuers or other factors.  There may be 
time limitations on the exercise of options or other rights in securities/instruments transactions.  Past performance is not necessarily a guide to 
future performance. Estimates of future performance are based on assumptions that may not be realized.  Actual events may differ from those 
assumed and changes to any assumptions may have a material impact on any projections or estimates.  Other events not taken into account 
may occur and may significantly affect the projections or estimates.  Certain assumptions may have been made for modeling purposes only to 
simplify the presentation and/or calculation of any projections or estimates, and Morgan Stanley Smith Barney does not represent that any such 
assumptions will reflect actual future events.  Accordingly, there can be no assurance that estimated returns or projections will be realized or 
that actual returns or performance results will not materially differ from those estimated herein.  Some of the information contained in this 
document may be aggregated data of transactions in securities or other financial instruments executed by Morgan Stanley Smith Barney that 
has been compiled so as not to identify the underlying transactions of any particular customer. 
The trademarks and service marks contained herein are the property of their respective owners.  Third-party data providers make no warranties 
or representations of any kind relating to the accuracy, completeness, or timeliness of the data they provide and shall not have liability for any 
damages of any kind relating to such data. 
This material may not be sold or redistributed without the prior written consent of Morgan Stanley Smith Barney. 
This material is not for distribution outside the United States of America. 
Morgan Stanley Smith Barney LLC is a registered broker-dealer, not a bank. Unless otherwise specifically disclosed to you in writing, 
investments and services offered through Morgan Stanley Smith Barney LLC, member SIPC, are not insured by the FDIC, are not deposits or 
other obligations of, or guaranteed by, banks and involve investment risks, including possible loss of principal amount invested.  
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